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You're probably familiar 
with one or more banks 
in your neighborhood, 


2 "E 554" 
| Perhaps you or someone in 


| your family has a checking 
or Savings account at a 
local bank... 


Story by: Ed Steinberg 
Steven Malin 
Art by: Jesse Chen 


= OF perhaps someone in 

| your family has recently 
taken out a loan at a bank --- 

to buy a car, for example. 
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T ...but it does perform a variety of 
tasks to help the U.5. economy |. 


function smoothly and meet 
the nation’s economic goals. 
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The Fed is best known for its handling of monetary policy, 
which consists of influencing money and credit conditions [በ the 
economy in order to help the U.S. economy experjence strong 
growth in output and income, high employment, and stable prices. 


The term MONEY refers to cash in circulation and the amounts 
that people and businesses have in bank accounts, and CREDIT pj 
means the amounts that banks and other lenders can lend. 
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The job of making moneta Vai . mme - 
Sen, often ís ብ. ጣል If they pw too slowly, funds won't be 
act, as the Fed has to make j available for toans, and people and businesses will 
sure that money and credit | find it harder to borrow to make major purchases. 


don’t grow either too slowly 
or too rapidly. 


I'm afraid you won't be | a-a / 
able to buy the car. Interest ም | know you woutd like to expand 
rates are way up because there's your factory, but because we don't 
not much money to lend, and the have much money to lend, we have to 
monthly payments at the higher rates charge a high interest rate. You wouldn't 

are more than you can afford. be able to afford the monthly payments. 
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Insufficient money and credit growth can tead to a 
recession, a period tn which economic activity (such as 
production and spending) declínes and unemployment rises. 
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Because lenders don't 
have much money to lend, 
f interest rates are high, and people 
can't afford to buy cars. 5o, eur 
| sales are down, and we're going to 
. have to lay off some workers. 


On the other hand, when 
money and credit grow too 
much, the resutt can be 


i " How can you raise 
| your príces so often? 


| 


Nobody's building now, 
f because interest rates are so high, 
| so we have to lay off some workers, 


፡ Well, everyone who l 
comes in to buy seems to have 
a lot of money to spend, so we 
figure we can raise prices and 

still sell the apptiances. 





y Our costs are way up, S TE 
and if we raise our prices We 


enough to cover them, 
aur sales may suffer. 


` Lumber and steel 
prices have risen, but our 
customers may not be prepared W 
ዕ pay higher construction fees. 
They may postpone building 
until prices settle down. 


The uncertainty that inilation The drop in business investment, 

causes can lead businesses to cut jn turn, can hurt the economy's 

purchases of new equipment abílity to produce in the future. 
and buildings. 


Last year, when 
inflation created so much 
uncertainty, we stopped buying 
machinery and now we're having 


troubte keeping up with 
our orders. 
ar 


So to try to prevent both recessions and inflation, the Fed has three main monetary 
policy tools: open market operations, reserve requirements, and the discount rate. | 





Open market operations are 
purchases and sales by the Fed of 
U.S. government securities, which 

are large lOUs of the federal 

government. When the Fed buys 
securities, it pays far them by 
crediting the amount of the 
purchase ta the account that 
the seller's bank has at the Fed. 

The bank, in turn, credits the 

seller's account. 


1 Thus, open market purchases by 
| the Fed provide the banking system 


with additional funds to lend. 


We have more to 
lend now that the Fed 
has bought some government 
securities and the proceeds 
have been deposited in 
the bank. 
















In that way, open —--— 

market purchases ል drop in the federal funds rate can 

CN tend to lower the lead to a decline in the rates that banks 
E. federal funds rate, charge on loans and pay on depasits. 

“መ= bP-77 ie interest rata | 

/ CHASE that banks charge 
= gov? each other on very 

e 

መመመ: short-term loans. 


ኳን have to pay as much to acquire 
M funds, we can charge you a 
lower interest rate, too. 


| The opposite occurs when the | The Fed collects payment for the The bank, in turn, subtracts 
| Fed sells government securities, | securities by subtracting the amount the amount from the buyer's 
an unusual occurence. of the sale from the account that account, Banks now have less 


መ the buyer's bank has al the Fed. to lend, the federal funds rate 
may rise, and some borrowing 
may be discouraged. 


That means 

people may 
INTEREST buy fewer cars 
and businesses 

may buy less 
new equipment. 
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Rather, the Fed deals with about twenty Indeed, the Fed's 
: y targe firms — brokers and broker-dealers open market operations 
its open market operations - that buy and sell government securities are conducted 
with all individuals and and can handle the large purchases and electronically in a 
financial institutions. d sales efficiently, quickly, and safely. matter of minutes. 


Did | miss anything ፒዮ 
while | was out? Yes, we iust 
carried out today's open 
A market operations. 
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When the Fed decides to change its 
! monetary policy, it uses open market 
MR operations to implement the change. 


Psst, anyone want to buy 
two billion dollars' worth of 
government securities? 

















However, most of the Fed's open market operations The amount of cash that people have 
have nothing to do with changes in monetary policy, with them is not constant. It varies 
‘ seasonally, by day of the month, and 


N 
IN CIRCULATIO 
os of Dollars) 


even by day of the week. 
CURRE 


The Fed conducts open market operations several times a week 
in order to prevent technical, temporary forces from pushing 
money and credit conditions fn some undesired direction. 
One of these forces is the amount of cash in circulation. 


—_— āē = Also, over the weekend, people use ATMs 


shopping seasons. 


” | guess I'm not the only 
one who thought there'd be no line 
| at the ATM because everyone would 
be spending the day watching the 
pro football games. 








Reserve requirements are another, For example, if the reserve 
though far tess frequently used, requirement is 10%, a bank Reserve requirements are a powerful 
tool of monetary policy. Reserve that receives a 5100 deposit toot, because they affect the ability of 
requirements are the percentages must have 510 in its vaull or the banking system to create money, 
of certain deposits that banks must at its Federal Reserve Bank. - ! 
have either in their own vaults 
or on deposit at the Fed. 


m = ET lp 
That's right - banks create money. Suppose, for example, ነሃ 
| that somebody borrows the 590 and pays a bill with it. ፡ TC የ: ርክ. ሎራ 
Whoever receives the $90 payment is likely to deposit it in eypanditure will deposit it in another 
another bank, which can then lend 90% of Lhe 590, or $81. ank, which can lend $72.% of it. 
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As the process continues, the banking system will expand an initial $100 deposit inte as much 
as $1,000 of deposits. These deposits are considered pert of the natlon's money supply. 


By iaw, the Fed can set the reserve requirement on checking accounts. 
anywhere from 8% to 14%. If the requirement were 14%, rather than 105, 
the bank that received the 5100 deposit would keep 514 on reserve 

and lend a maximum of $86, rather than 590... 


„ and the next bank would be able to lend 
just 86% of $86, or $73.%, rather than $81, 


With a 14% reserve requirement, t 
to expand Lhe initial $100 deposit into just $714, rather than $1,000 





So, reserve requirements 
are power toot, as 
they affect the ability of 
the banking system to create 
ለ However, the Fed 
rarely changes reserve 
requirements, 


Since cutting the reserve 
requirement on checking 
accounts from 12% to 10% in 
April 1992, the Fed has not 
changed the requirement. 


reserve requirements is that 
frequent changes would make 
it hard for bankers to ptan. 


Also, when the Fed has to reduce the growth of 
money and credit, it would rather not do so by raising 
reserve requirements, because the requirements 
impose a kind of tax or cost on banks. 


7 Every dollar the Fed telis me ^ 
í | have to keep on hand costs me the 
à income | could otherwise earn by 

, lending the doilar. ; 
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If } make these loans 
and then the Fed raises 
reserve requirements, it will 
be hard for me to meet the 
new requirement, 


On the other hand, 
if | don't make the loans and 
the Fed teaves the requirement 
alone, || be losing the chance 
to earn some income. 


Still another tool of monetary policy involves the 
discount rate, the interest rate that the Fed charges 
banks on short-term loans. Changes in the discount 
rate can influence other interest rates. 





EE os s: ፡ For example, between 
BEEN --- 4 mid-1995 and the end of 
ae 1998, the Fed changed its 
| Agstincsdccctsasbasswasd target far the federal 
! gy ፡ MEMO ፡ 0:5: funds rate on seven 
ሚመ 5>>=ወ/>..፡=። ከቄርመው። i-i] occasions, but on only 
6. im : E Im : three of those occasions 
-ETENEE did jt change the 
2 ER: MU 2 o; ti+Fe. * i ፡: : discount rate. 


b: o ፡:፡ ፳ዘበበከይ፡/“: :ዊ 
$.. ከይርዕሀአከ[ጸል፪ -- 


| EE 2 DOM NE 1 S: መክ ! =: The discount rate 
cbe rd HbeMERMMMPÁEHMSM BM B RS TEE ጓር መሙ BY refers to a primary credit 
T NE; NM M M . 2 : ፡ 7 ! ሺ ! ! rate on loans to 


— € = a the financially strongest 
do sb sb d d od ታት ይጋ ይው ይ. wa i nat 
S S "S 3ቻ ም y "i S "S S ፈታ E $^ a S^ S Su | secondary credit rate 


on loans to other banks. 


The Federal Reserve also affects the U.S. economy when it intervenes for the U.S. monetary 
authorities - the Treasury Department and the Fed - in the foreign exchange markets, in which 
dollars are exchanged for foreign currencies such as the Japanese yen and the euro. 


The foreign exchange (FX) value of the dollar is growing in The FX value of the dollar can affect the 
importance as international trade and finance expand. economy in a number of ways. If the dollar 
Exports, for example, now account for almost 12% of the output appreciates (rises in value), foreigners have 
of the U.S. econamy, up from less than 5% in the early ‘60s. to pay more in their currencies to buy U.S. 
goods. The higher effective price, in turn, 
could lead foreigners to buy fewer U.S. goods, 
causing some U.S. companies to lose profits. 


1887 4399 | have De af 
1993 1996 199 a yen for U.5. goods 
3 2002 2025 * when it doesn't cost sc 


1963 1985 1369 1372 1975 1978 1981 1984 
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On the other hand, if the FX value of the On occasion, the U.S. ጩህ 
dollar fails (that is, the dollar depreciates) Department and the Fed decide 
U.S. consumers have to pay more for to intervene in the FX market. 
foreign-made goods, and that could help -Š 
cause inflation in the United States. 


Fhe Fed then executes the decision 
by using foreign currency to bu 
dollars, In order to try to raise the 
value of the doltar, or by selling 
dollars for foreign currency, in order 
to reduce the value of the dollar, 


The fall in the , 
value of the dollar has § | 
\ really raised the price ግ | The dollar has been 
of these cars. - መ falling in value. We'd like fS 
f to see that stop. 


These interventions are small compared So far, we've seen that the Fed has various ways to foster a healthy 


with the total amount of FX trading, so economic climate, The Fed also provides banks with services that 
they don't influence supply and demand heip the economy function smoothly. Some of these activities 
conditions in the currency market. Rather, make it easier for people to make payments. For instance, the 
they influence market sentiment relating Fed provides banks with cash to meet their customers’ needs. 
to the foreign exchange value of the dollar. — - 72 ጦመ --ሙፕሺፒ፦። መሯ 


n um 





On the other hand, when banks The Fed uses high-speed machines E 

have more cash than they need, to count the bills that the banks deposlt. The machines also spot 

they ship the excess to the Fed These state-of-the-art machines also possible counterfeit bills... 
for credit to their accounts. check the denomination of each bili, 


There's 
something 
suspicious 
about this 

bill. 


What's the 
five- dollar bill doing in 
a stack of twenties? 


wand identify bills that are worn and not fit for 
continued use, Anather machine shreds those bills, 
which are then disposed oi at landfills. 


Ed 


g People don't believe 
i have millions of dollars 
supporting my business. 


While cash is used for some transactions in the economy, checks are used for many others, 
and the Fed processes about one-third of all the checks written in the United States. 
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L s In many cases, the bank will then 
——— a send the check to the Federat 

| The company in New York will Reserve Bank of New York, which 
Suppose yau live in California and deposit the check in its bank, will credit the amount to the 
you send a check to a company in which will credit the amount of the account that the bank has at 
New York to pay for some clathing. check to the company's account. the New York Fed. 





The New York Fed will then send the check to the Federal Reserve Bank of San Francisco, which will subtract the 
amount of the check from the account that your bank has at the San Francisco Fed, and then send the check to 
your bank, which will subtract the amount from your account. 


"m = ቫ -— p 


volume of electronic payments 
işs much larger than that of 
checks and cash combined. 


electronic payment services for banks and the public. That creates a probtem for comic-style 
artists, because electronic payments are much harder to draw than cash or checks. 








We had a huge outflow ^W 
of deposits this week, and 


now we can't meet our reserve p 
requirement. We've exhausted ሺ 
| our ather credit sources; 
now we'll have ta barraw 
ነ from the Fed. 


The Fed also provides 
laans ta banks under 
certain circumstances. 


Banks typically borrow 
fram private sources, but 
may come to Federal 
Reserve Banks when private | 
funding is not available or 
temporarily too costly. 


ቫሻቫጫ Zt M NM 11 - መ 
One reason that a bank 
may borraw fram the Fed 
is that it has experienced 
unexpected, large 
withdrawals. 





Since 2003, the interest rate which banks pay when they borraw from the Fed has been higher than the 
federal funds rate, the interest rate at which banks with extra reserves lend to banks that need the reserves. 


oo oo tom roe — 

















| don't have enough 
reserves to meet my 
reserye requirement. 







luck, | have extra 
reserves and | can 


BÓ 4 


እ 
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The Fed has a specfal lending pr " ogram, 
seasonal credit, for banks that face severe 
seasonal pressures each year - at certain 
times of the year, the banks have only 
limited deposits and they face a large 
demand for loans. 


Under the seasonal credit program, 
banks can borrow for up to nine months 
each year. Most of the banks that use this 
program are in agricultural communities. 
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The farmers have to 
: borrow now to plant their 
crops, and they won't be sending 
us many deposits until they harvest 
the crops. We may have to ask the 
Fed to give us a loan until then, 


The Fed also performs financial 
services for the U.S. -— 


Just like 
everyone else, | need 
a bank account to 
pay my bills. 


Thus, peopte who get federal income tax refunds, 
whether by check or by electronic payment, receive 


the payments from a government account at the Fed. 


The government didn't 
have to send you a check. 
Your tax refund was deposited 
in your account electronically, 





FEM  ሬጹሬጹ O O  — y^ 
Now you wont have to wor 
Now, debt or IOUs that the federal government issues exist only y ¿i 
as electronic records. Individuals may put these electronic 


that your Treasury securities 
( might be destroyed in a fire, 
securities in Legacy Treasury Direct accounts, 


| and you won't even need a safe 
T E" l3 | deposit box tp store them. 
$ ው ጉዛ ፡ They're perfectly safe as 
— electronic securities. 
es a 





d 


i 
| 
WM 


———T—] 


M 


መመረ 





Another responsibility of the Federal Reserve 


{one that it shares with some other government 
agencies) is to supervise banks in order to 
make sure they operate safely and soundly, 
and are sensitive to risks. 


ነ 





the economy or unpaid toans. 


The Fed also examines banks‘ operating procedures 
to make sure that they are not too susceptible 


When the Fed finds a problem in the way a 
to theft or fraud by their employees or by others. 


bank operates, it often can be resolved without 
penalty or any other supervisory action. 


I change the 
password right now, and 
|] won't give anyone the 

new password. 


How many people ኝ 
know the password for j 
this computer? j 





TOUT 


In more serious cases, the Fed can fine 
banks and Individuals, and in the most 
extreme cases, it can even close a bank. 


Your bank has been 
operating in an unsafe manner. 
We cant let that continue. You'll 
elther have to get more capital 
or shut down. 
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The Fed also enforces 
some consumer and 
community protection 
ሽ laws. One is the Community 
|. Reinvestment Act, which 
encourages banks to meet 
the credit needs of the 
community, especially 
in low- and moderate- 
Income neighborhoods. 


Besides 1: ሻሽ banks for safety 
and soundness, the Fed considers 


applications by banks for mergers 
Or to open new branches, The 
purpose of the approval process js 
to make sure the banking system 
remains competitive and operates 
in the public interest. 


| think the merger 
will allow the Dank to operate ኞ 
more efficiently and serve the 
pubtic better. 


— hh 


People from 
any neighborhood who 
A qualify for loans should 
N get them. 





Another law enforced by the Fed is the 
| Falr Credit and Charge Card Disclosure Act, 
which says that applications for credit cards 
must teit you whether you have to pay an 
annual fee for the card and what interest 
rate you have to pay on the balance in 
your account. 





: To get this M card, you 
yl have to pay a $20 fee each year. 
On the other hand, the interest rate 
Aon this card is lower than what some 
of the other cards charge. 


. The Board of Governors consists of seven members, appointed 
We've looked at many of the by the U.S, president and confirmed by the U.5. Senate. 
activities that the Federal Govemors are appointed to 14- -year terms. 


Reserve performs. Let's look 
now at the different parts of 
the Federal Reserve System 
and what each part does. 


The System is headed by 
the Board of Governors, 
which is in Washington, D.C. 


These terms are re longer than those of the president, 
senators, or members of the House of LUE, 


Also, the 14-year terms are staggered. That means they don't all expire at 
the same time, One term expires every two years, The staggered 14-year 
terms reduce the influence of a. on the Fed. 


ኤኢ E 
If all the Fed's governors 
complete thefr terms, l'li be able 
+ to appoint only two governors 4 


4 ዲህ four-year term. 





Another factor that 
promotes the Fed's political 
independence is that the 
Fed does not have to 
rely ዕበ appropriations 
from Congress. 


Of course, the Fed's 
independence is far from 
total. By law, the chafrman 
of the Federal Reserve has 
to testify before Congress at 
least twice a year regarding 
the Fed's monetary policy. 


The Fed is financfally self-sufficient. 
Its income comes predominantly 
fram interest it receives on its holdings 
of U.S. government securitles. 


payment on the government 
bonds y ou own, 


— 


Also, it was Congress that created 
the Fed. The U.5. Constitution gives 
Congress the power to coín and 
regulate the value of money, and 
Congress has decided to delegate 
that authority to the Fed, At times, 
Congress has changed the Fed's powers. 


UNITED STATES 


CONSTITUTION 


Not only is the Fed financiatliy 
self-sufficient, but it actually takes 
in much more income each year 
than it spends. The Fed returns to 
the U.S. Treasury the excess of what 
it takes in over what it spends. 


For example, in 1980, Congress 
passed a law saying that atl banks 
in the United States have to meet 

the Fed's reserve requirements, 

Until then, only banks that 
belonged to the Federat Reserve 
System had to meet them. 


If al! banks have to 
meet the Fed's reserve 
requirements, the Fed wiit | 
be able to do a better job of] 
influencing money and 
credít conditions. 
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In any case, the Fed is more 
independent than other parts 
of the government. 


Interestingly, other countries have taken steps in recent years 
to increase the potiticat independence of their central banks. 











That's because independence helps a centrat bank focus on 
long-term economic problems. Indeed, research shows that countries 
with more central bank independence tend to be more successful 
in controlling inflation than other countries. 






INFLATION 


CENTRAL BANK INDEPENDENCE 





In addition to the Board of Governors, This map shows the tocatlon of the Reserve Banks and the district 
the Fed consists of 12 Federal Reserve that each one serves. Ás shown on the map, the Reserve Banks are 
Banks spread around the country. The concentrated in the eastern half of the United States. That's because 
Reserve Banks provide financial services when the Fed was created, U.S. poputation, business and financial 
for the U.S. government, supervise banks activities were far more concentrated in the east than they are now, 
in their districts, and provide banks with 
services, such as the provision and storage 
of cash, loans, and check processing. 







1. Af New York 
Philadelphia 
Board of 


Governors 







Richmond 










< <ያ 






WY U.S. Virgin 
c islands 
Puerto Rico ET 
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Meanwhile, monetary policy is 
determined by a group called the 
Federat Open Market Committee (FOMC), 
which meets fn Washington, D.C., 
eight times a year. 


Both the Board of Governors and the Reserve Banks play a 
role in the monetary policy process. The Board of Governors 
sets reserve requfrements. 


T| Each Reserve Bank sets its primary and secondary credit rates 
every two weeks, subject to the approval of the Board of 
Governors, (Because the United States has a national credit 

market, the discount rate, and now the primary and secondary 
credit rates have, for many decades, been uniform throughout | 
al Reserve System.) 










the Feder 


ነኝ 

















The meetines are attended by the There are several reasons why the president of the New York Fed is a 
| H permanent voting member of the FOMC. One is that the New York Fed 


members of the Board of Governors Á 
and the presidents of all 12 Reserve conducts all the open market operations for the Federat Reserve System. 


Banks. There are only 12 voting 
members, however —the seven governors 
and five of the Reserve Bank presidents. 





In addition, when the U.S. monetary 
authorities intervene in the foreign 
exchange market, the intervention is 
carried out by the New York Fed, 


S 


= 
The Federal Reserve Bank of New York also provides a 
vanety of services to foreign central banks. 


VESS O O መ ሚንእን s ሚሲ እ ዓን 


For example, the New York Fed stares biltions of dollars’ worth of gag 
for forelgn central banks, The gold makes a dramatic sight, and the 
Federal Reserve Bank of New York invites visitors to see it. 
(Indeed, each year, more that 25,000 visitors do just that.) 


iid 


To schedute a tour of the eold vault, 
—. call (212) 720-6130. 


The member banks choose six members of the board of directors 
ey pag halt the ED the r5 of their local Reserve Bank, and the Board of Governors chooses the 
of the Federal Reserve System. three other directors, including the chairman and deputy chairman. 
However, they tend to be the larger 
banks, and they have about eighty 
percent of all U.S. bank deposits. 
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To order publications online, go to: 
www.newyorkfed.org/publications 


Information about the Federal Reserve 
Bank of New York's education programs 
can be found at: 
www.newyorkfed.org/education 


Federal Reserve Bank of New York 
Public Information Department 
33 Liberty Street 
New York, NY 10045 
(212) 720-6134 
www.newyorkfed.org 
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